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OPINION

This appedl is made pursuant to section 25666" of the Revenue and Taxation Code
from the action of the Franchise Tax Board on the protest of Y dlow Freight System, Inc., againgt
proposed assessments of additional franchise tax in the amounts of $74,355, $71,529, $108,284, and
$107,454 for the income years 1978, 1979, 1980, and 1981, respectively, and pursuant to section
26075, subdivison (a), from the action of the Franchise Tax Board in denying the clams of Yéelow
Freight System, Inc., for refund of franchise tax in the amounts of $72,866, $63,908, and $105,044 for
the income years 1979, 1980, and 1981, respectively.

¥ Unless otherwise specified, all section references are to sections of the Revenue and Taxation Code as in effect for
theincomeyearsin issue.
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Two questions are presented by this gpped. The firgt is whether gppellant was engaged
in asingle unitary business with its wholly owned subsidiary, Overland Energy, Inc. (OEl), during the
appedl years. The proposed assessments relate to this question. The second question is whether
gopdlant is entitled to a deduction for aloss resulting from areduction in vaue of its Intersate
Commerce Commission (ICC) interstate motor carrier operating certificates. The clamsfor refund
relate to this question.

Appdlant, a public company, was an | CC-regulated interstate motor carrier operating
throughout the United States. Appellant's entire operation was dependent on the availability and
affordability of fuel, primarily diesd fud. In 1972, fud costs were gpproximately 2.7 percent of
revenues. Fud costs rose from 5.3 percent of revenuesin 1974 to 8.1 percent of revenuesin 1981, in
part due to the events which triggered the national fuel shortage of 1973-1974.

During the fud shortage crisis of 1973-1974, appdlant suffered operationd difficulties.
Although it never was unable to acquire fud during the shortage, appellant was required to devote a
sgnificantly larger portion of its resources (both time and money) to acquire fud and to plan operations
around the quantity and location of the fud it did poss&esg’ In addition, the President of the United
States gpparently had the power to change existing supply contracts and to force the purchasers to
accept less than a supply contract might provide. Asaresult of the crisis, appellant's board of directors
decided to explore aternatives to develop appdlant's own source of fuel so that, if another fud shortage
criss were to occur, it would have sufficient fue to operate.

Appdlant's board of directors reviewed various dternatives to develop a supply of fud
and finally determined to pursue conventional oil exploration and drilling activities¥ Appellant created a
new subsidiary, OEl, to develop and retain fud supplies. Appdlant's board of directors sated that OEI
would:

have as a primary objective the achieving of dependable sources of fudl
over aperiod of time, that in searching for such god, any entry by the
company into any phase of production or refining should be limited to
the company's own needs for integration rather than diversification of
the company's operations, that wholly new sources of supply obvioudy
offered specid merit and condderation; that the present policy of
gorage of fuel should be maintained and investigation for new sources
continued.

(Apped Ltr., Ex. F [minutes of board meeting dated July 13, 1973].)

? Infact, appellant was so successful at acquiring fuel during the shortage that it was able to loan fuel to local
farmers so that they could harvest their crops.

¥ One alternative which was considered was to purchase a refinery. However, thiswas not an appropriate solution
since the problem was not refining capacity, but an adequate supply.
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In excerpts from asummary of along-range planning meeting, under the heading
"Divergfication,” reference was made to appdlant's interests in ail drilling:

We reconfirmed our intention of staying in the transportation industry,
concentrating on motor freight and freight forwarding operations. It was
agreed that ventures in the energy field through [OEI] should be

pursued with along-range god of producing as much energy as our
trucking operation consumes. . . . Wewill aso continue looking for
other investment opportunitiesin the energy field. . . .

* * %

No particular interest was shown in any other areas of diversfication
outsde of our surface trangportation field. . . .

(Apped Ltr., Ex. F[Summary of Meeting on Long Range Planning (Nov. 22, 1976)].)
The report of the November 1977 long-range planning meeting contained essentidly the same language.

Initidly, OEIl was managed by one employee, who also was an employee and vice
president of appellant. He devoted time to and was respongible for the activities of OEl, in addition to
his duties with respect to gppdlant. In 1976, Nicholas Powell was hired as an energy anayst by
gppellant. In 1977, he began to become involved in the operations of OEI. In May of 1979, Mr.
Powel| relinquished his respongbilities with gppelant and became the full-time manager of OEI. OEl
had between two and nine employees during the apped years. Other than Mr. Powell, OEl's
employees were accounting clerks, an accounting supervisor, and a secretary. Some of these
employees transferred from appellant and others were hired from outside. It isnot clear if any of these
employees, other than Mr. Powell, devoted full time to their OEI duties.

OEI employees were subject to the same uniform rules and conditions of employment
as were employees of appellant and its other affiliates. Hiring was performed by appellant's personnel
department. Payroll checks were issued by appdlant. Benefit plans and personnel policieswere dl
administered by appdlant.

Legd sarvices, payroll processing, accounting, and financing services were dl provided
by appellant. The same independent certified public accountants audited appellant and OEl. OEl's
checks were signed only by officers of gppellant who were dso officers of OEl. OEl's bank accounts
were zero-baance accounts, with funds being transferred from appellant to OEI as OEI checks were
written. All financing of OEl's activities was provided by appedlant through intercompany lending. OEl
had no independent source of funds and relied soldly on gppellant for its funds.
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OEIl was not an operating company. It exised solely to facilitate the funneling of Y elow Freight funds
into various oil and gas ventures. OEI was a nonoperator participant which acquired working interests
in severd oil and gas drilling venturesin the continenta U.S. OEI had no geologists or petroleum
engineers as employees. These duties were handled by the employees of the drilling venture operators.
OEl'sinvolvement in the drilling was basically limited to providing money to the operator. The venture
operator would present the opportunity to OEI, which would then decide whether or not to commit
funds. However, dl of the day-to-day management and operationa decisions reated to the drilling
activity were made by the venture operator. OEI had no right to manage or control any of the ventures.

The sde of il and gas discovered was handled by employees of the drilling programs.
However, OEI possessed a"cdl on production™ which gpparently would have dlowed it to physicaly
obtain a portion of the production had it so dected It is not clear if appellant could take the
production in kind instead of its dlocable share of income or if gppelant smply had aright to buy the ol
from the partnership, before the sle to athird party, at some predetermined price. However, to date,
OElI has never actudly exercised this cal, and al oil and gas produced by the ventures has been sold a
the wellhead to parties unrelated to gppellant.

Appdlant asserts that the cal on production existed as a potential source of fud for it
because of the common industry practice of exchanging fuel. Whether appelant's cal on production
entitled it to high grade ail, low grade ail, or natura gas, it believed it could trade this for an equivaent
amount of B.T.U.'sof needed fud. Thereisevidencein the record indicating that, in B.T.U.
equivaents, appedlant's ail production call rights were sufficient to account for 5 percent of its use of fuel
in 1978 and 19 percent in 1981. However, appdlant's president testified before this board that there
were no written agreements with any party regarding a swap nor was there any guarantee that a swap
would have been possible during another fuel shortage crisis.

Appdlant was regulated by the ICC under the authority of the Motor Carrier Act of
1935, asamended. Under that act, interstate carriers were required to secure operating certificates
from the ICC. These certificates were quite valuable when issued because the ICC, for avariety of
reasons, restricted entry into the interstate trucking business, which creasted monopolies for possessors
of the operating certificates. Appellant alegesthat its adjusted cost basis in these certificates was $36
million.

In 1979, the ICC reversed its position of redtricted entry into the trucking field,
effectively diminating the monopolies previoudy enjoyed by owners of operating certificates. Asa
result, the value of existing operating certificates was reduced. Congress followed the ICC's action with
the Motor Carrier Act of 1980 which, by legidation, confirmed the decision of the ICC. The 1980 act
essentialy diminated restricted entry into the trucking business because new licenses could be acquired

¥ We say "apparently" because appellant did not provide us with a sample agreement. However, respondent does
not dispute that OEI had a call on production.
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eadly. 1n 1982, appdlant apparently applied for a nationwide operating authority which replaced its old
operating certificates.

Respondent examined appellant's returns for the income years 1976 through 1981 and
determined that appellant and its subsidiaries were not unitary with OEl. Appellant protested and, after
due consideration by respondent, the protests were denied. Appellant has conceded the deficiencies
with regard to 1976 and 1977 and only appealed those for the years 1978 through 1981. In addition,
gppdlant filed refund clams for the years 1979 through 1981, claiming aloss deduction as aresult of a
reduction in vaue of the ICC operating certificates. Respondent denied the refund claims and appe lant

appealed.
l. UNITARY BUSINESS

If ataxpayer derives income from sources both within and without Cdifornia, its
franchise tax liahility is required to be measured by its net income derived from or attributable to sources
within thisstate. (Rev. & Tax. Code, § 25101.) If the taxpayer isengaged in asingle unitary busness
with affiliated corporations, the income attributable to Cdifornia sources must be determined by
applying an gpportionment formula to the tota income derived from the combined unitary operations of
the affiliated companies. (Edison Cdifornia Stores, Inc. v. McColgan, 30 Cal.2d 472 [183 P.2d 16]
(1947).)

Respondent's determination regarding the existence of a unitary busnessis
presumptively correct, and gppellant bears the burden of showing that it isincorrect. (Apped of
Kikkoman Internationd, Inc., Cal. St. Bd. of Equal., June 29, 1982.) The Cdifornia Supreme Court
has held that the existence of a unitary business may be established by the presence of unity of
ownership; unity of operation as evidenced by central accounting, purchasing, advertisng, and
management divisons; and unity of usein a centralized executive force and general system of operation.

(Butler Bros. v. McColgan, 17 Cal.2d 664 [111 P.2d 334] (1941), affd., 315 U.S. 501 [86 L.Ed.
991] (1942).) It has dso Sated that abusinessis unitary if the operation of the business done within
Cdiforniais dependent upon or contributes to the operation of the business outsde Cdifornia. (Edison
Cdifornia Stores, Inc. v. McColgan, supra, 30 Cal.2d at 481.) More recently, the United States
Supreme Court has emphasized that a unitary businessis afunctiondly integrated enterprise whose parts
are characterized by substantia mutud interdependence and aflow of vaue. (Container Corp. v.
Franchise Tax Board, 463 U.S. 159, 178-179 [77 L.Ed.2d 545], rehg. den., 464 U.S. 909
[78 L.Ed.2d 248] (1983).)

In Stuations were the Franchise Tax Board has made a determination of nonunity, more
isrequired of the taxpayer to demondtrate the existence of a unitary enterprise than the recitation of a
number of so-caled "unitary factors” One must be able to differentiate a unitary business from agroup
of commonly owned businesses or activities, the operations of which redly have no effect upon one
another. Aswe sad in the Apped of Saga Corporation, decided by this board on June 29, 1982, we
mud disinguish:
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between those cases in which unitary labels are gpplied to transactions
and circumstances which, upon examination, have no real substance,
and those in which the factors involved show such asignificant

interrel ationship among the rdated entities thet they al must be
considered to be parts of a single integrated economic enterprise.

Inacase of clear vertica or horizonta integration, the benefits to the group from certain
basic connections are usualy obvious. Where the various affiliated entities engage in digtinct lines of
business, however, without apparent vertica or horizonta integration, any adleged "unitary factors’ must
be supported by sufficient evidence to show that they resulted in atrue flow of value among the
commonly owned entities rather than the mere diversification of the corporate portfolio by investment in
affiliates whose operations are unrelated to the rest of the business. (See Container Corp. v. Franchise
Tax Board, supra, 463 U.S. at 178; Apped of Twentieth Century-Fox Film Corporation,
89-SBE-007, Mar. 2, 1989; Appeal of J. B. Torrance, Inc., Cad. St. Bd. of Equd., May 8, 1985;
Appeds of Santa Anita Consolidated, Inc., et d., Cal. St. Bd. of Equal., Apr. 5, 1984.)

Appdlant contends that it is unitary under both the three unities test and the contribution
or dependency test. It contends that respondent’s sole reason for rgecting appellant's claim of unity is
that there was "an absence of functiona integration from ether side of the relationship” because no fuel
was ever provided by OEI to appellant and none of appdlant's business experience helped OEI
produce oil and gas. (Apped Ltr. at 11.) Appdlant responds by contending that the fact that appellant
did not take fuel from OElI is not relevant where the very reason for the formation of OEI was so centra
and critical to the needs of appellant. Appellant contends that OEI was formed as a business necessity,
that a product flow is unnecessary in a hedging position (Apped of John T. and Jean Prohoroff, et d.,
87-SBE-008, Jan. 6, 1987), and that there was "strong centralized management,” dl leading to its
conclusion that OEI was unitary with appelant. Appdlant contends that its oil ventures were Smilar to
"insurance.” Appdlant's purpose for investing in the ventures was to ensure a supply of a product
crucid to its operaions - fud. It argues that business interruption insurance would have been a
deductible expenditure of a unitary business, and, since the ail venture expenditures were made for the
same purpose, the losses arising therefrom should likewise be deductible from the income of the unitary
trucking business.

Appdllant concludes by arguing that the activities of OEl would have generated busness
income if they were conducted by appellant, and thus the separate corporate shell of OEI should not
make a difference. Appdlant contends that the test for determining whether to combine corporationsis
the same as the test for determining whether income is business or nonbusinessincome. It cites Appedl
of Armour Qil Co., decided by this board on June 10, 1986, which holds that interest income on
purchased promissory notes did not generate business income because the taxpayer failed to prove its
factua contention that purchasing the notes was required to ensure good relations with the promisor of
the notes. Appdlant states that this case suggeststhat, if the taxpayer had proven the premise that the
purchase was important to business relations, the taxpayer in Armour Oil Co. would have prevailed.
Appelant contends that ensuring a source of fud is clearly important to its trucking, thet its investments
in the various oil ventures were made with the purpose of guarding againgt future fud supply shortages,
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and that such an expenditureis clearly an expenditure of the unitary business.

Each of the above arguments, from the basic argument that OEI and appellant are
unitary to the more esoteric, such as the andogy to the deductibility of insurance, rests upon one basic
factud premise. The premiseisthat gppellant, through its oil venture investments, had assured itsdf of a
supply of fud, through the ability to swap petroleum products based on B.T.U.'s, in the event there was
another fud shortage crigs. Itisthisfactua premise that we reject.

Firg, appelant did not invest in known producing wells. Instead, it made invesmentsin
drilling ventures it hoped would produce oil. While the ventures appellant ultimately sdected were
successful a an apparently better-than-average percentage, the fact remains that the drilling was
speculaive. Consequently, the ail drilling ventures did not grant gppellant the absolute right to receive
fud. Appelant could contractudly receive the production from the wells only if the wells actudly
produced.

Second, appdlant aversthat it could acquire needed fud in times of shortage through
the process of swapping. Appellant states that well production of one type of fuel could be swapped
for another type of fuel based on equivaent B.T.U.'s. However, appdlant has not shown thet if all
types of fossl fudswere in short supply, resulting in refiners and suppliers being unable to fulfill exigting
contracts, that it would have nevertheless been able to swap based on B.T.U.'s. Appelant had no
contracts alowing it to swap, and its president testified that there was no guarantee that appellant would
have been able to make aswap during afud criss.

Thus, while gppdlant's various arguments ultimately rest on the premise of the ability to
swap fud, it has not demongtrated that it could actudly have made such a swap in the event of afud
shortage crigs. All gppdlant had was the potentid to satisfy its goa of developing a source of fuel
equivaent to itsdally use of fud. Potentid is not enough, whether the issue is unitary combination
(Apped of W. K. Equipment Company, Cal. . Bd. of Equd., Sept. 10, 1985) or business versus
nonbusinessincome (Appeal of Occidental Petroleum Corporation, Cal. St. Bd. of Equal., June 21,
1983). Consequently, we conclude that respondent has properly determined that OEI was not part of
gopdlant's unitary business.

1. DEVALUATION OF OPERATING CERTIFICATE

Appelant filed refund claims based on areduction in the value of its operating
certificates. It argues that based on the decision of the ICC in 1979, fully confirmed by Congressin the
Motor Carrier Act of 1980, the rights conferred by the operating certificates were no longer useful in
gppelant's business and thus aloss was sustained. While appdlant hasfiled refund clams for 1979,
1980, and 1981, appdlant is actudly only seeking arefund for the one year in which the loss actudly
occurred. If we determine aloss deduction is dlowed in one year, gppellant will drop the refund dlaims
for the other years. (Apped Ltr. a 23.)
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A taxpayer is entitled to a deduction for any loss sustained during the income year and not compensated
for by insurance or otherwise. (Rev. & Tax. Code, § 24347, subd. (8).) For thelossto be deductible,
it must be evidenced by a closed and completed transaction and fixed by an identifiable event. (C4.
Code Regs,, tit. 18, reg. 24347-1, subd. (b).) Section 24347 isvirtudly identicd to Interna Revenue
Code (1.R.C.) section 165(a), and thus decisions interpreting the federal statute are given great weight in
interpreting the state statute. (Holmesv. McColgan, 17 Cal.2d 426, 430 [110 P.2d 428], cert. den.,
314 U.S. 636 [86 L.Ed. 510] (1941).)

As part of the Economic Recovery Tax Act of 1981, the U.S. Congress enacted Act
(asanoncode) section 266, which specificaly provided for afive-year amortization period for the
diminution in value of ICC operating certificates. Cdiforniadid not conform to this provison; therefore,
gppdlant's entitlement to aloss deduction must rest upon genera principles of taxation under |.R.C.
section 165.

Appelant's argument is that its continuing expectation of restricted entry by othersinto
its industry was a property right akin to goodwill; that this right had value separate and gpart from the de
minmis vaue of the bare operating license; and that this value was completely lost when the ICC
removed redtrictions on entry into theindustry. Appellant relies on Parmelee Transportation Company
v. U.S,, 351 F.2d 619 (Ct.Cl. 1965) and Fird Victoria Netiond Bank v. U.S., 620 F.2d 1096 (5th
Cir. 1980).

In Parmel ee Transportation Company, supra, the court held that the taxpayer's century-
old exdusve informa arrangement to provide transfer servicesto privately owned railroads was a
property right akin to goodwill and that, upon the loss of the arrangement, the taxpayer suffered a
deductibleloss. In Firgt Victoria Nationd Bank, supra, the court held that a ''rice acreage history”
which essentidly dlowed afarmer to cultivate the same number of acres during periods when the total
acreage under production was restricted by the Secretary of Agriculture was "property” for purposes of
the |.R.C and therefore must be included in the taxpayer's gross estate for estate tax purposes.

While we do not disagree with the anadlysis and rationale of Parmelee Transportation
Company and Firg Victoria Nationd Bank, we think they are ingpplicable to the "monopoly rights'
conferred by the ICC's former policy of restricted entry. This"monopoly right” was created by the
government. No individua has the right to expect that the law will not change nor may the person inast
that it not be changed to hisdetriment. (New Y ork Central R. Co. v. White, 243 U.S. 188, 198 [61
L.Ed. 667] (1917).) Without the right to expect the law to stay the same, we do not think gppellant had
any "property” with respect to the separate monopoly "right.” (Consolidated Freight Lines, Inc. v.
Commissioner, 101 F.2d 813 (9th Cir.), cert. den., 308 U.S. 562 [84 L.Ed. 472] (1939).) In
Consolidated Freight Lines, Inc., supra, the taxpayer owned certificates of public convenience and
necessity to operate trucks over certain routes in the State of Washington. The state later abolished the
licensng system to stimulate competition. The court ruled that the taxpayer had no right to a monopoly
under its certificates. It was the Sate's manner of administering the statute which effectively created a
monopoly and, since the monopoly was created by the government, the taxpayer had no right to expect
the monopoly to continue. Without such aright, the taxpayer had no property interest in the monopoly.
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Without any property, the taxpayer was not entitled to aloss deduction when the statute changed and
the taxpayer effectively lost its monopoly.

It is possible that the ingtant case might be different if gppellant completdy logt the right
to engage in interdate trucking. (See Parmelee Trangportation Company v. U.S., supra, 351 F.2d at
624, fn. 3; see also Beaity v. Commissioner, 46 T.C. 835, 841 (1966).) However, the fact isthat
gppellant continued to possess the right to engage in the intergtate trucking business. The changein ICC
policy, followed by the Motor Carrier Act of 1980, did not dter this. All that changed was that
gppellant's operating certificates no longer had an additiona monopoly vaue since certificates were now
esdly dtainable. Thisisin contrast to Parmelee Trangportation Company, where the taxpayer was no
longer able to conduct itsbusiness at al and the expectation of a continued monopoly was created by a
private party. Since this case involves a government-crested monopoly, we think that this apped is
governed by the principles of Consolidated Freight Lines, Inc..

The Internad Revenue Service applied the Consolidated Freight Lines, Inc. principlein
Revenue Ruling 84-145, 1984-2 C.B. 47, to airline "route authorities' which lost vaue when Congress
deregulated the arline industry. The IRS stated that:

In the ingtant Situation, the taxpayer did not sdll or abandon as
completely worthless its route authorities. Although the vaue of its
route authorities was substantialy reduced after the Deregulation Act
became law, the mere diminution in vaue of the operating rights does
not condtitute the dimination or abandonment of a completely worthless
asset. In addition, there was no closed and completed transaction fixed
by identifiable events because the taxpayer's operating rights remained
unchanged even though more competition was introduced.

We think this rationale and concluson are applicable to the ingtant case. Thus, dthough the vaue of
gppdlant's ICC license may have gone down, there was no identifiable loss of any separate property
interest for which appellant would be entitled to aloss deduction under section 24347¢

¥ InFirst Victoria National Bank, supra, the court found that the taxpayer had alegally enforceable right to receive
future allotmentsif they were issued by the government in the future, and therefore the rice acreage histories were
property. The taxpayer argued that the government could cancel the program and therefore the taxpayer only had an
expectancy. The court concluded that the fact that the rice program might evaporate overnight was insufficient to
find that it was not property for estate tax purposes. (First VictoriaNational Bank v. U.S,, supra, 620 F.2d at 1106-
1107.) Wethink the rice acreage history is analogous to the underlying operating license, but not to the expectation
of amonopoly. Whether the license itself is property is not before us. What is before usiswhether the loss of the
monopoly value previously attached to the operating licenses is somehow a separate property right.

¥ The fact that Congress enacted a specific provision authorizing a deduction for the loss of valueis, in our opinion,
strong support for our conclusion that no deduction would otherwise be allowable for the diminution in value.
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Appdlant aso argues that in 1982 its old operating certificates were replaced by a nationwide operating
authority. Thus, it argues, it should be entitled to aloss deduction. While gppdllant has not made it
entirdly clear how the new authority is a different right sufficient to alow aloss deduction for the old
operating certificates, it is clear that the year 1982 is not before thisboard. Appellant's claims for
refund are for 1979, 1980 and 1981. What may have happened in 1982 cannot justify a deduction for
one of these earlier years.

For the reasons discussed above, the action of the Franchise Tax Board in this matter
must be sustained.
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ORDER

Pursuant to the views expressed in the opinion of the board on file in this proceeding,
and good cause appearing therefor,

IT ISHEREBY ORDERED, ADJUDGED, AND DECREED, pursuant to section
25667 of the Revenue and Taxation Code, that the action of the Franchise Tax Board on the protest of
Ydlow Freight System, Inc., againgt proposed assessments of additional franchise tax in the amounts of
$74,355, $71,529, $108,284, and $107,454 for the income years 1978, 1979, 1980, and 1981,
respectively, and pursuant to section 26077 of the Revenue and Taxation Code, that the action of the
Franchise Tax Board in denying the daims of Ydlow Freight System, Inc., for refund of franchisetax in
the amounts of $72,866, $63,908, and $105,044 for the income years 1979, 1980, and 1981,
respectively, be and the same is hereby sustained.

Done at Sacramento, Cdifornia, this 18th day of June, 1992, by the State Board of
Equalization, with Board Members Mr. Sherman, Mr. Dronenburg, and Ms. Scott present.

, Charman

Ernest J. Dronenburg, Jr.  , Member

Windie Scott* , Member

, Member

, Member

*For Gray Davis, per Government Code section 7.9
yellowfr.mc



